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BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF CALIFORNIA

Order Instituting Rulemaking to Promote Policy Rulemaking 04-04-003
And Program Coordination and Integration in (Filed April 1, 2004)
Electric Utility Resource Planning.

Order Instituting Rulemaking to Promote Rulemaking 04-04-025
Consistency in Methodology and Input (Filed April 22, 2004)
Assumptions in Commission Applications of
Short-run and Long-run Avoided Costs,
Including Pricing for Qualifying Facilities.

OPENING COMMENTS OF THE COGENERATION ASSOCIATION OF CALIFORNIA
AND THE ENERGY PRODUCERS AND USERS COALITION ON THE PROPOSED
DECISION OF ADMINISTRATIVE LAW JUDGE HALLIGAN

. INTRODUCTION

This Proposed Decision, approaching four years in the making, represents a
positive step toward pragmatic solutions for a prospective Qualifying Facility (QF) program.
It does not, however, present a complete solution. The Proposed Decision (PD) leaves all
parties, utilities and QFs alike, with an array of specific, unresolved questions and
seemingly conflicting directives.” Implementation of the PD without modification will not
achieve the Commission’s dual policy objectives of retaining existing and encouraging the
development of new Combined Heat and Power (CHP) resources for California’s power
supply portfolio. The Commission’s final decision can be strengthened by addressing

these concerns.

! These opening comments are submitted on behalf of the Cogeneration Association of California

(CAC) and the Energy Producers and Users Coalition (EPUC) (collectively, CAC/EPUC) pursuant to Article
14 of the Rules of Practice and Procedure of the California Public Utilities Commission (Commission).



By any measure, this is a watershed decision for California’s long and successful
cogeneration program. In some measure the Proposed Decision provides the necessary
positive and supportive provisions for a successful QF program. Yet in other measures it
lacks requisite precision and specific resolution of key implementation issues. These
issues can be addressed effectively through a clear and specific final decision. There are,
however, detailed issues that may be best suited for a moderated meet and confer
process. Regardless of the process, a summary of four broad priority areas and key
issues of concern are:

1. Price — (a) setting an energy price floor that reflects actual operating gas fired
generating unit heat rates (physical heat rates of real units as opposed to an
administratively determined, artificial heat rate range utilizing an SCE-employee-
designated volatility “collar” of + 2,000 Btu/kWh); (b) recognizing and addressing
vague and uncertain price calculation issues; and (c) establishing fixed pricing
options consistent with the Market Price Referent “all in price” contemplated by the
Proposed Decision.?

2. Standard offer contract — (a) establishing specific standards (as opposed to simply a
vague EEI contract shell) for non-price terms and conditions for must-take QF
resources that are non-discriminatory; i.e., at least equal to utility-owned procured
resource provisions, and specifically provide for the pass through of future
“regulatory legal risk conditions” (e.g., Greenhouse Gas costs, regulatory
compliance required capital additions, Electric Reliability Organization costs); (b)
making a specific finding that all QF resources acquired under the prospective QF
program per se constitute ratepayer benefits to pre-empt counter-productive utility
challenges to such contracts; and (c) assuring that pricing terms are predictable and
secure for the entire term of any contract and not subject to unraveling by MRTU,
federal Energy Policy Act 2005 implementation or other regulatory changes.

3. New and “Small” CHP QF Resources — (a) establishing an annual threshold, similar
to the TURN proposal, under which a CHP resource may sell its excess power to
the utility under a standard offer contract, eliminating the “need assessment” for
these resources; (b) for new CHP resources that do not clear the annual threshold,
refining the proposed procedures for addressing “need assessments” to ensure

2 CAC/EPUC acknowledge and appreciate the apparent effort of the PD to establish an all in price of

7.4¢/kWh as consistent with the CAC/EPUC proposal in this proceeding; of course what must be addressed
is the fact that the PD’s 7.4¢/kWh differs markedly from CAC/EPUC’s 7.4¢/kWh.
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their reasonable application and (c) clarify that these new resources retain their right
to interconnection under state-jurisdictional Rule 21.

Implementation of the Complete Prospective QF Program — (a) expressly precluding
any piecemeal implementation of the Prospective QF Program so that QFs have all
features of the program (capacity pricing options, energy pricing options, complete
and available contract terms and conditions); and (b) eliminating potential gaming
that imposes dramatically lower energy pricing while delaying the availability of the
long term firm contract option.

Comments on Proposed Decisions are typically by design critical of factual, policy

or legal issues that warrant change. In this highly challenging proceeding there are

features of the Prospective QF Program to acknowledge as positive, supportive and

essential for any successful future QF policy. For example:

The establishment of a default standard offer requirement for As-Available and Firm
operations is pivotal for a CHP program to be successful and to overcome the inability
to reasonably negotiate bilateral contract terms (PD pp. 2, 116-117).

The partial reliance on the Market Price Referent (MPR) for full term contract capacity
pricing is a positive first step in establishing realistic capacity pricing for gas fired CHP
resources (PD pp. 3, 93).

The apparent adoption of a traditional utility “must take” obligation for CHP baseload
power maintains a critical component for the success of the California cogeneration
program (PD p. 87).

The apparent effort to identify and sustain a reasonably robust “all in” price for CHP
resources under certain presumed market conditions is a positive attribute of the
Proposed Decision (PD p. 92 and Table 7).

The apparent retention of the utilities’ traditional role to serve as Scheduling
Coordinator for all QF power deliveries and utility insular interface with the California
Independent System Operator (CAISO) for QF resources (PD p. 87).

The clear resolution of critical commercial issues for the standard offer contracts
related to credit requirements (PD p. 117).

The PD’s positive steps, if coordinated with modifications proposed in these

comments, will ensure a successful California QF policy.
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As for process a workshop might be considered the best means to address
implementation and standard offer contract development issues, but CAC/EPUC have
some reservations. CAC/EPUC have maintained longstanding requests for expedited and
emergency action on long term QF contract issues for good reason. CAC/EPUC existing
facilities have already faced or are soon facing contract terminations and an uncertain
future; potential new CAC/EPUC projects are languishing and withering under the same
lack of clarity. Time is of the essence for these facilities, but so is clarity over identified
implementation issues as well as the establishment of a standard offer contract. Carefully
considering the balance of issues CAC/EPUC urge the Commission to immediately vacate
the dates for the utility filings of a proposed standard offer contract and substitute the
following directives:

B If implementation issues remain unresolved in the final decision the Assigned
Commissioner shall convene a workshop to begin no later than 14 days from the final
decision. The implementation workshop is to be a strictly monitored process with the
Assigned Commissioner presiding over issues identified and left unresolved by the final
decision.

B All parties may file proposed standard offer contract forms no later than June 7, 2007,
with reply comments on the proposals no later than June 21, 2007. If there are
unresolved issues pertaining to the standard offers, provide that those issues may be
addressed at the post-final decision workshop on implementation issues. Alternatively,
if the issues have been sufficiently addressed in written comments the Assigned
Commissioner should issue a ruling on the provisions of the standard offer contract no
later than 21 days after the conclusion of the Assigned Commissioner’s workshop
following the final decision.

B Direct that an Assigned Commissioner’s Ruling on any outstanding implementation or
standard offer contract issues will be issued no later than 21 days after the conclusion
of the Assigned Commissioner’s workshop following the final decision.

Concerns, but more importantly, pragmatic solutions in the following sections are

divided into “Substantive Policy Issues,” “Technical Implementation Issues” and “Legal

Issues.”
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Il ARGUMENT
A. Substantive Policy Issues

1. Pricing Under the Commission’s Prospective QF Program Needs
Careful Scrutiny and Revision

a. The Energy Price Must Contain an Appropriate “Cap and
Floor.”

At page 30, the PD states, “SCE’s Proposed SRAC energy formula is derived from
a twelve-month rolling average of historical Day-Ahead market price data with a “collar”
around the possible IER values to provide a cap and floor for possible IER values.”
According to SCE, during the period from August 2002 through July 2005, the implied
market heat rates in SP15 fell within the range of 5,864 and 9,864 and therefore SCE
recommended that these “collars” be adopted by the Commission.

There are two fundamental problems with this 5,864 to 9,864 Btu/kWh “collar”.
First, neither the cap nor the floor values are reflective of operational unit heat rates for any
physically operating natural gas fired generating resources. Prices derived from these
artificially chosen heat rates fail to support existing or enhance new long term investment.
There is no assurance to a lender or investor that the SCE Market Index Formula will, over
the long-term, provide stable revenues commensurate with the quality of power delivered
and the associated investment risk. SCE asserts its “collar” is intended to “mute volatility.”
Indeed it can be said to mute volatility to the extent that it unrealistically and artificially
chooses heat rate values that do not reflect the realities of operating gas fired generators.
Moreover, SCE has doubled its “muting” effect by also employing a rolling 12 month
average calculation of the applicable heat rate. This feature alone sufficiently mutes

volatility. The imposition of both SCE muting methodologies makes the heat rates so
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muted as to be unrealistic. In essence SCE’s arbitrary and artificial collar methodology
does nothing to enhance long-term investment, and should be modified.

The cap and floor should be established in a manner consistent with real operating
resource heat rates. These resources would set appropriate IER value boundaries and
ideally would be represented by a real world Combustion Turbine (CT) and real world
Combined Cycle Gas Turbine (CCGT). For example, TURN advocated in its testimony a
heat rate “cap” tied to a CT (including adjustments for startup). The TURN heat rate
calculation seemed low, but produced results in excess of 10,000 Btu/kWh. This CT value
offers the basis for a rationally established cap. For the establishment of a floor heat rate
an appropriate example of a real world operating CCGT is SCE’s Mountainview facility.
Given operating characteristics and normal heat rate degradation the optimal
Mountainview heat rate is certainly no lower than 7,000 Btu/kWh. These two resources
reflect real world, operational cap and floor heat rate values, respectively, for the Market
Heat Rate component of the Market Index Formula. Accordingly, the decision should be
modified to adopt a CT based cap of 10,000 Btu/kWh and a floor of 7,000 Btu/kWh.

Second, the use of the 5,864 to 9,864 collar recommended in the SCE testimony is
incorrect since it is not calculated in the manner adopted by the PD to establish the Market
Heat Rate under the MIF methodology. In SCE’s calculation of the average IER around
which the arbitrary 2,000 Btu/kWh collar would be applied, SCE first removed an O&M
value from the market price. The Commission’s proposed MIF methodology rejected
SCE'’s calculation regarding the removal of an O&M value from the market price.
Accordingly, with the O&M value included, the average |IER for the period August 2002 to

July 2005 is 8,238 Btu/kWh. If the artificial 2,000 Btu/kWh collar is applied to this
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corrected value, the properly calculated cap would be 10,238 Btu/kWh and the floor would
be 6,238 Btu/kWh. At a minimum, the decision should adjust the “collar” values consistent
with the adopted MIF methodology, but the most appropriate modification would be to
reflect real operating generation heat rates. It is essential that the Commission carefully
evaluate and establish the cap and floor heat rates in order to sustain the Prospective QF
Program.

b. An Option for a Firm and Fixed 7.4¢/kWh “All In” Price
Should be Offered to QFs.

CAC/EPUC acknowledge the apparent effort of the PD to demonstrate that the “all
in” price proposal for LRAC was matched by the PD’s “all in” price. (See Table 7).
Unfortunately there are dramatic and material differences in CAC’s 7.4¢/kWh and the PD’s
7.4¢/kWh.

The difference is found in the fixed and secure aspects of the CAC/EPUC
recommendation, and the highly speculative set of assumptions that must be employed to
reach the same price under the PD. CAC/EPUC’s 7.4 cents/kWh represents an energy
price based on a fixed heat rate and a firm capacity price. The PD’s 7.4¢/kWh, while
containing positive elements, is only attained at assumed gas prices and an assumed MIF
IER of 7,903. Both the gas price and the MIF IER are subject to significant changes over
the period of a long-term contract.

If, as hoped, the Commission wants to provide QFs with pricing options that would
provide predictable and firm revenue streams, the Commission should establish an option
for QFs akin to the CAC/EPUC proposal reflected on Table 7. Some QFs may prefer
certainty of MPR capacity and fixed IER and O&M recovery. Others may prefer the

potential revenue available under the PD’s MIF pricing option. The Commission should

Page 7 — CAC/EPUC’s Comments on PD of ALJ Halligan



allow QFs to elect an LRAC firm pricing option that reflects current MPR values for
capacity, a fixed heat rate of 7,500 Btu/kWh and an established O&M adder for the term of
the contract.

2. Specificity Regarding the Terms and Conditions that May or May
Not be Included in the Standard Offer Contract is Necessary

Pursuant to the PD the utilities will submit a proposed “simplified version of the
Edison Electric Institute Master Agreement will be the basis for our prospective QF
Program contract options.” The problem with this simple directive is that the EEI Form is
simply a template from which parties are able to select and incorporate specific terms and
conditions. Absent greater specificity over the terms and conditions that should or should
not be in the EEI form, the Commission leaves the parties in a contentious vacuum.

a. QFs Must Be Allowed To Pass Through Appropriate
Regulatory Costs Just As The Utilities Are Allowed To Do.

The Prospective QF Program provides compensation for both energy and capacity,
but the MPR pricing used for these prices is based solely on the installation and variable
operating costs of a CT. The costs do not reflect so called regulatory legal risk costs, or
other operation costs that are now or will in the future be imposed. Resources on the
utilities’ system, including utility-owned resources such as SCE’s Mountainview facility,
incur costs for reliability compliance and environmental compliance. Compliance with
these requirements, which continue to evolve, can constitute significant costs to any
generator or cogenerator. Utility owned resources are allowed to pass these costs through
to ratepayers, yet this same treatment is not specified or addressed in the PD.

Like SCE’s Mountainview or PG&E’s Contra Costa 8 pass through provisions, QFs

should be allowed to pass through appropriate regulatory and environmental costs,
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particularly where such costs are in excess of the costs reflected in the MPR. Such costs
would include: (a) taxes or charges associated with carbon emissions; (b) capital additions
for regulatory environmental compliance; and, (c) the costs of compliance with Federal
Energy Regulatory Commission (FERC) mandated reliability requirements imposed by
NERC, the WECC and the CAISO. None of these costs are reflected in the MPR based
pricing that the Commission has used for its Prospective QF Program.

In order for the parties to implement the Commission’s Prospective QF Program in a
timely and efficient manner, the Commission must provide direction to the parties on
critical issues such as the appropriate pass through of regulatory and environmental costs
as discussed above.’

b. Contract Pricing and Non-Price Terms Should Be
Maintained for the Full Term of the Agreement.

Page 62 of the PD states in pertinent part as follows:

Finally, while we find that a MIF based on Day-Ahead prices best reflects the

utilities’ avoided cost, we expect that a further update will be required when the

CAISO’s MRTU is operational, at which point the CAISO’s day-ahead market will

likely be the appropriate benchmark for pricing SRAC energy.

Contracts under the Commission’s Prospective QF Program must not be subject to
reopening or unilateral change. QFs will necessarily rely on these agreements, and the
unraveling of these agreements with new, speculative and uncertain pricing conditions

renders the contracts illusory. The PD does recognize that capacity payments will be

sustained for the life of the contract, but the same features should be applied to other

3 Another issue which warrants greater direction from the Commission on contract terms is the

imposition of capacity payment penalties for failure to deliver 95% of the contract power during on-peak
months and 90% of the contract power during off-peak months (PD at 91). The most compelling issue in
this regard is the appropriate time period for the measurement of deliveries, and it is strongly suggested
that the Commission establish a monthly based period for such deliveries, consistent with traditional QF
operations.
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payment conditions. Parties to the contract must be able to rely upon the whole of their
bargain to set their operational expectations, as well as to be able to appropriately seek
and secure financing. Financing is predicated on adequate, secure and certain revenue
streams from the underlying contract terms.

The Commission should establish that a Prospective QF Program contract is secure
with a known price for the full term of the contract. The pricing must not be subject to
unanticipated or unpredictable changes based on the status of MRTU, the implementation
of EPAct 2005 or other regulatory risks.* It is through price certainty that the Commission
can meet its goals to retain existing QF resources and encourage new resources. Once a
contract is signed, the Commission should respect the sanctity of the parties’ bargain and
assure predictability of contract terms, not intervene to change discrete contractual
elements.

C. Capacity Delivery under the Standard Offer Should Not Be
Inappropriately Limited Consistent with State Law.

The Commission should assure that the Standard Offer allows for increases to the
capacity under a standard offer contract and compensation for that capacity if the increase
is accomplished in the normal course of business. The definition of normal course of
business for such increases in capacity has already been codified under state law (See
California Public Utilities Code § 371). The Commission’s Prospective QF Program should
be modified to expressly permit increases in contractual capacity to the extent that such
increases are consistent with Section 371.

3. The PD Does Not Provide New CHP QF Resources With Any
Realistic Means of Obtaining a Contract With a Utility.

4 Since the MRTU schedule calls for implementation in February 2008, the PD, unless modified, will

have the legacy of taking almost four years to establish a contract pricing methodology that lasts two years.
This is hardly reflective of a long term QF contract policy.
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In Decision 04-01-050, the Commission voiced its expectation that “new QFs will be
able to obtain a contract to provide power to an I0OU without having to participate in a
competitive procurement process, and without having to negotiate an individual bilateral
contract.” (D.04-01-050 at 160) The PD attempts to implement this expectation through
the following option for new QFs:

New QFs may seek a contract under the Prospective QF Program.

However, if an IOU claims a new QF contract will result in over-subscription,

the 10U shall meet and confer with its Procurement Review Group (PRG)

within 20 days of receiving such a request from a new QF. The

Commission's Energy Division will prepare a brief summary of the PRG

meeting regarding the IOU's ability to enter into the new QF contract. If the

PRG feedback is unfavorable toward the new QF, the new QF may opt to file

a formal complaint with the Commission. (PD at 3).

This option, however, is not consistent with the Commission’s expectation for new
QFs contained in D.04-01-050 for the following reasons. First, CAC/EPUC are not aware
of any utility seeking new QF resources, in any proceeding, in the recent past.”> There has
been no public announcement that any new base load QF has been successful in bidding
into a utility procurement solicitation. Moreover, neither PG&E nor SCE forecast any new
installations of QF cogeneration resources in their current long-term procurement plan
filings. (See PG&E LTPP at IV-21, Volume [; see also SCE LTPP at 17, Volume 1B)
Importantly, CAC/EPUC have not been able to explore the utilities’ position on QF need
because they have been banned from access to essential utility resource data.

Second, while the PD has changed the role of the PRG, it is unclear whether giving

the PRG more authority will provide a real option for new QFs. The PRG is currently only

an advisory body, with no real decision-making authority. Under the PD, the PRG would

° Indeed it would appear that any solicitations for QF power have been only to blunt challenges of

utility failures to meet mandatory PURPA obligations as opposed to good faith solicitations of QF power.
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have a responsibility to decide the fate of new QFs. CAC/EPUC do not know at this time
whether the utility’s private vetting of its claim of oversubscription with its PRG provides
any protection for a new QF. CAC/EPUC understand that the PRGs, as presently
constituted, do not include representatives of the QF community. Moreover, some
members of the PRG, such as the Coalition of California Utility Employees (CUE), may
have an inherent bias against a utility entering into a contract with facilities which do not
employ their constituents. In summary, CAC/EPUC are not aware of any member of the
PRG that would be an advocate for a new QF resource; indeed, certain members of the
PRG may be inclined not to favor new QF resources. Importantly, there is no opportunity
for the QF to address the PRG directly.

Finally, and most critically, if the utility and the PRG deny the new QF a contract
(“unfavorable feedback”), the PD places the burden on challenging a PRG determination
against procurement with the QF. This is an option without effect. In recent history, QFs
have not had any ability to view meaningful data about the IOU’s resource needs, and it is
not anticipated that QFs will have this ability in the future. Therefore, the QF will not be
able to present any meaningful evidence of the utility’s need in its complaint to the
Commission and the complaint process is in effect procedure without substance. While
the QF may have some access to data in the out years, given the fast moving procurement
environment in California, this data is not sufficient either for supporting investment in new
facilities or in proving unequivocally utility need for these resources.

A simple way to address this effective lack of an option for new QFs is to give some
definition to what the term “oversubscription” means in the PD. The Commission should

allow new QFs to obtain a contract under the Prospective QF Program where:
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B New QFs would serve a specified percentage of the baseload portfolio that was
historically served by CDWR contracts as those contracts expire or are terminated; or

B New QFs would serve load equivalent to or less than the percentage of load served by
existing QFs multiplied by the new load growth.

Such definition is consistent with the Commission’s determinations that (1) it does
not want to see erosion of the utilities’ QF supplies (PD at 118) and (2) it wants to “ensure
that QFs continue to have opportunities to provide power to the utilities...” (PD at 20)

Finally, the Commission should provide an additional option for new, as available
QFs based upon the proposal put forward by TURN as a small QF contract option. As
discussed in the PD:

TURN also recommends that QF projects of 26 MW or less that consumes at least

25% of their power internally and sell all of their additional output to the utility should

be eligible for longer-term contracts. (PD at 123).

TURN’s proposal makes good sense and good policy. A QF offering the utility a limited
block of power of 25 MW or less is not the type of resource that will be engaged in large-
scale utility RFOs. Moreover, requiring a QF with a small export quantity to jump the
hurdles proposed in the PD for approval of new contracts is unreasonable in light of the
quantity at issue. Finally, placing a quantity limit on new must-take exports substantially
lessens the burden on the utilities of dramatic increases in new QF resources.

CAC/EPUC propose two minor modifications of the TURN proposal, however.
While CAC/EPUC support the net 25 MW limit delivery to the utility, subject to the 25% on
site use obligation, as a practical matter the limit should be stated as an annual GWh
limitation. In other words, the limit should equal 25 MW x 8760 x .75 or 164.25 GWhs.
This would allow a larger capacity unit to deliver for a shorter period of time within the

GWh limitation. Anything above that quantity may be addressed through the PRG review
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process. Second, the requirement that the QF use 25% of its power internally should be
applied to the increment of new capacity added. Consider the following example. An
industrial facility has 99 MW of existing capacity serving 100% on-site load. To meet
growing demand, the facility installs a new 40 MW generator, making immediate use of 10
MW to serve onsite load. In this case, the facility would be able to export a maximum of all
of its excess power, up to an annual limit of 164.25 GWh on an annual basis.

Additionally, as discussed in more detail below, the Commission must ensure that it
retains its jurisdiction, allowing new QF facilities to interconnect with the utility under Rule
21 when all of their output is sold to the interconnecting utility. FERC has made its policy
clear that when a QF delivers its output to on-site load and/or to the interconnected utility
under the Public Utilities Regulatory Policies Act of 1978, that interconnection falls within
state jurisdiction. FERC has stated:

When an electric utility is obligated to interconnect under Section 292.303 of

the Commission’s Regulations, that is, when it purchases the QF’s total

output, the relevant state authority exercises authority over the

interconnection and the allocation of interconnection costs. But when an

electric utility interconnecting with a QF does not purchase all of the QF’s

output and instead transmits the QF power in interstate commerce, the

Commission exercises jurisdiction over the rates, terms, and conditions

affecting or related to such service, such as interconnections.

Order No. 2003, Standardization of Generator Interconnection Agreements and
Procedures, 104 FERC {]61,103, at [813. The Commission should affirm this directive to
the utilities in this decision to avoid further dispute regarding QF interconnection consistent
with this finding.

4. The Commission’s Prospective QF Program Must Be Implemented
as a Coherent Whole.
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The PD contains a number of key determinations on prices to be paid for QF energy
and capacity, both as-available and firm, and adopts standard offer contracts which
incorporate the PD’s pricing provisions. The PD sets time frames for service of, and
comments on, draft standard offer contracts, but does not specify a timeframe for
availability of the contracts. The PD also orders the utilities to revise their short-run
avoided cost pricing calculations consistent with the decision, but does not specify an
implementation date for the price change.

In order to meet the Commission’s expectation that “as old QF contracts expire,
new or renewed contracts will replace them” (PD at 118), pricing provisions and standard
offer contracts must be implemented at the same time. Absent this clarification, it is
possible that existing QFs will be subject to revisions in contract pricing before any of the
alternatives which the Commission provided in its Prospective QF Program become
effective. This result would be directly contrary to the Commissions’ clear directive that
‘I[w]e do not want to see erosion of the utilities’ QF supplies....” (ld.)

As an example of the risks of piecemeal implementation, assume that the
Commission decided that the revised pricing terms described in the PD be implemented
immediately upon issuance of the Commission’s final decision. In contrast,
implementation of the Prospective QF Program would be delayed to frame standard offer
contracts. The PD provides 45 days for the utilities to submit draft contracts, 21 days
thereafter for parties to submit comments, and some undetermined length of time for
workshops, mediation and/or hearings to ensue. Under such a circumstance, existing
QFs, though theoretically eligible for long run avoided cost (LRAC) pricing options under

the Prospective QF Program, would be subject to revised downward pricing. The QF
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would be immediately confronted with the operational consequences associated with a
pricing revision without the option of seeking an alternative, yet-to-be-established LRAC
contract. While the Prospective QF Program in theory provides the QF with a
Commission-sanctioned alternative, this option would not actually be available to the QF if
revised pricing is adopted before the new standard offer contracts are available.
Availability of the contract options must necessarily include the establishment of the
standard offer terms, the execution, approval by the Commission and implementation of
the new contract.

Finally, a non-cohesive implementation of policy and pricing could provide
unfortunate incentives for the successful initiation of the Prospective QF Program. If there
is an interim period during which QFs are denied access to contractual and pricing terms
commensurate with firm power deliveries, or compelled to modify operations, unfair
advantage could be taken. During this period there may not be any strong impetus for
some to expeditiously develop the contractual and pricing alternatives provided by the
Prospective QF Program. Contemporaneous implementation of all aspects of Prospective
QF Program and the PD’s revised pricing would provide the appropriate balance for all
parties.

Revisions to QF Pricing and other features of the Prospective QF Program are
inextricably linked and must be implemented together. Failure to do so will result in
unintended and potentially severe consequences adverse to stated Commission policy.
The Commission should clarify that implementation of revised pricing under the PD will not
go into force and effect until the Commission’s Prospective QF Program, and each of the

options under that Program, are in place and available to existing QFs.
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5. The Commission Should Not Relinquish State Jurisdiction over QF
Resources and Impose CAISO Tariff Obligations.

At page 130, the PD determines that: (1) QFs of one MW or greater should be
required to comply with the CAISO tariffs; and (2) QFs should serve as their own
scheduling coordinators, with the option of purchasing these services from the utility.

Both of these determinations require clarification. They are at best inconsistent with the
required must take obligations for QF power reflected in the PD.

The PD appropriately cites to a key determination in the Energy Action Plan Il on
the issue of the applicability of CAISO tariffs to QFs:

On this issue, we are guided by Key Action ltem 7 of Section 4 of EAP II, which

provides: “Adopt a long-term policy for existing and new qualifying facility resources,

including better integration of these resources into CAISO tariffs and deliverability

standards.” PD at 129.

But other provisions of EAPII lead to contrary conclusions. Key Action Item 2 provides “for
the continued operation of cost-effective and environmentally sound existing generation
needed to meet current reliability needs, including combined heat and power generation.”
Key Action Item 9 provides “[d]evelop tariffs and remove barriers to encourage the
development of environmentally-sound combined heat and power resources and
distributed generation projects.” Read in context, the intent of the EAPII is to promote QF
resources and restrict CAISO tariffs from impairing the unique operating characteristics of
cogeneration resources. There is no basis to conclude that QF resources are to comply

with CAISO tariffs regardless of whether such tariffs apply.

The PD provides that the CAISO “will have to accept [QF Power] as must-take and

focus on refining and shaping IOU power portfolios through the use of other resource

options.” (Emphasis added. PD at 87) Clearly, in adopting the Energy Action Plan, the
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Commission and the Energy Commission did not intend to relinquish state jurisdiction, not
did they intend to subject QFs, regardless of size, to the whole of the CAISO tariff
regardless of applicability. This would include in particular any attempt by the CAISO or
the IOUs to submit QFs to inapplicable and problematic generator agreements or
unnecessary interconnection processes.® EAPII should be read to call for the elimination
of CAISO tariff provisions which serve as barriers to QFs. The Commission is uniquely
situated to accomplish that end by retaining Rule 21 interconnection oversight of the
California cogeneration program.

Similarly, the PD’s imposition of scheduling coordinator obligations on QFs is
inconsistent with EAPII. Scheduling coordinator obligations, particularly for QFs offering
relatively small amounts of power (e.g., under 25 MW) represent a barrier to both existing
and new QF operations. Must-take power should be scheduled by the QFs’ existing
scheduling coordinator, in most cases the interconnected utility. The IOUs are in the best
position to balance load and resources across their systems and avoid penalties which
would otherwise be incurred by QFs. If a QF elects to purchase utility scheduling
coordinator services (as opposed to electing third party services from another), the PD
makes clear that such services should be priced at the utility’s incremental cost of
providing those services. The PD should require utilities to post the incremental charges
for these services as part of the implementation process for the Prospective QF Program.

6. Locational Benefits Are Not Captured When Using A Proxy

Resource And Should Be Consistent With Utility Payments For
These Benefits.

6 See, e.g., Order Rejecting Participating Generator Agreement and Meter Service Agreement, 101

FERC 61,081.
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In its testimony CAC/EPUC raised the issue of locational benefits. The only
mention of this issue is at pages 8-9, of the PD. The PD expresses a view that that QFs
which offer certain benefits, including locational benefits, should be uniquely situated to
compete in utility solicitations. But this observation does not address the reflection of
these benefits in avoided cost payments. For QFs in or near load centers, locational
benefits are not captured under the proxy resource used to determine LRAC. These
benefits can include reduced line losses, improved voltage support and frequency
regulation, black start capability, reduced investment in transmission and distribution,
increased reliability or reduced need for reserves. It is appropriate to compensate the QFs
for these types of benefits.

To illustrate the benefit local QF generation provides, consider SCE’s reliability
service rate filing submitted to FERC on June 28, 2005 (ER05-1154). This filing sought
approval for $125 million in order to satisfy SCE local reliability needs. This total included
reliability-must-run (RMR) service costs of $64 million which reflected the cost of having
the necessary local generating units in place net of a market credit for the value of energy
and capacity produced from these units. SCE RMR generation total was 2,060 MW. The
RMR requirement represented an above market cost of $31/kW-year ($64 million/2,060
MW). Similarly, the Local Capacity Commitment costs are associated with additional local
needs under ever increasing load levels. SCE has 1,220 MW of capacity to supply this
requirement. As with the RMR cost, the almost $20 million for this need reflects a market
revenue credit. These local resources represent a net cost of $16/kW-year ($19.8
million/1,220 MW). Having local QF generation in place reduces the need for resources

such as the RMR and local capacity commitment generation. This in turn reduces the cost
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to all SCE ratepayers for providing reliable service. The Commission should take into

account the local benefits provided by QFs in the LRAC determination as recommended in

CAC/EPUC testimony.
B. Technical Implementation Issues
1. IOU TOU Factors Should Be Tied to IOU Tariff TOU Periods for
Retail Ratemaking Until More Appropriate TOU Factors Can Be
Determined.

At page 68 the PD notes that it is “appropriate to update the TOU and TOD factors
periodically” and requires the IOUs to include TOU/TOD factors and periods utilized as
part of their most recent RFOs. CAC/EPUC do not oppose reasonable updating of TOU
factors. However, updates should be predictable, well in advance of operations and
established over the minimum of a year. The PD would allow seemingly constant changes
in the updated factors since multiple utility RFOs could be issued during the course of a
year. TOU factors should promote the delivery of capacity and energy during periods
expected to be beneficial to the ratepayers without imposing undue risk on the sustained
operation of the QF. The PD acknowledges there is insufficient record evident to support a
change at this time. (/d.) The Commission should favor stability in these factors and retain
the TOU factors for QF payments as the same used for the utility TOU periods for retail
ratemaking. The Commission should retain the TOU factors until such time as there is a
review in a future proceeding.

2. The Commission Should Clarify The Method and Escalation
Rates To Be Applied To The Adopted SRAC and LRAC Cost
Components.

The Commission has adopted the TURN economic carrying charge presented in

Exhibit 149, Appendix B, which requires an annual adjustment to reflect inflation. The PD
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adopted a 2004 first year CT capacity price of $60.94/kW-yr. The 2004 cost components
comprising the $60.94/kW-yr CT capacity price must be escalated to 2007. Using the
Consumer Price Index (CPI) to reflect the inflation adjustment, the 2007 annual CT cost is

$66.92/KW-yr:

2007 Annual CT Cost
to Reflect Inflation Adjustment
Annual Real
Average - . Total
Fixed (a) Fixed
Year Percent (a) Insurance (b) CT
Charge O&M
Change KW Cost
In CPI per
(1) (2) (3) (4) (5)
2004 51.93 1.31 7.70 | 60.94
2005 2.66% 53.32 1.39 7.91 62.61
2006 3.39% 55.12 1.49 8.17 | 64.78
2007 3.23% 56.90 1.59 8.44 66.92
@ Cost, = Costn.1 X (1 + Rate)
®) Cost, = [Cost,.1 x (1 + Rate,)] + .05

Similarly the variable operation and maintenance (O&M) payment of $2.47/MWh
must be escalated in the future. The Commission should clarify that this cost component
is to be adjusted annually for inflation. Accordingly, for each year after 2007, the O&M
adder should be adjusted by the annual average percent change in the CPI.

With respect to LRAC capacity payments, the PD states on page 93 that “ftJhe
adopted method is similar to that proposed by IEP, but simply uses a short form of the

more detailed MPR calculation of the annualized capacity payment ...” Specifically the PD
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notes on page 92 that: “IEP states that it ‘used the model adopted by the Commission to
determine the MPR’ to calculate its capacity price (Testimony, p. 85).”

The PD also states on page 85 that “[pJayments for firm, unit-contingent capacity will be
based on the market price referent (MPR) capacity cost adopted in Resolution E-4049 of
$980/kW, annualized over a 20-year term at a Weighted-Average Cost of Capital (WACC)
rate of 8.5%, which results in an annual amortized cost of $104/kW-year.”

While correctly establishing the LRAC capacity payment on the MPR CCGT
capacity costs, the PD incorrectly determines the MPR capacity costs through the
employment of a “short form” of the MPR calculation. The “short form” result presented in
Figure 2 on page 93 of the PD significantly understates how the MPR calculated the fixed
cost components attributable to the CCGT. The “short form” only calculated the fixed cost
components attributable to the “return” and “depreciation” fixed cost components.
Accordingly, the $104/kW figure does not reflect the MPR fixed cost associated with: (1)
income taxes, (2) property taxes, (3) fixed O&M, and (4) insurance costs. Indeed, the
following table presents a comparison of the Resolution E-4049 adopted MPR fixed

component (based on the Appendix A $/kWh prices and the adopted MPR capacity factor)

with the PD “short form” calculation for a contract beginning 2007.

Description Appendix A Equivalent $/kW
MPR 10 year fixed component $0.02269/kWh $157°
PD “short form” MPR Capacity Costs na $104
MPR exceeds PD “short form” ($/kW) na $53
MPR exceeds PD “short form” (%) na 50.1%

! As presented in the testimony, the fixed costs of a combined-cycle gas turbine (CCGT) are

comprised of the following fixed cost components: return (equity and debt), depreciation, income taxes,
property taxes, fixed operation and maintenance (O&M) cost and insurance.

8 Calculated based on MPR 79% Capacity Factor as stated in Appendix E of Resolution E-4049 at line
15 (.02269 x 8760 x 0.79 = 157.02).
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Accordingly, in the final decision, the Commission should clarify both the method
and escalation rates to be applied to the adopted SRAC and LRAC cost components.

3. The Commission Should Eliminate SDG&E’s Ancillary Services
Credit Adjustment from the As-Available Capacity Payment
Calculation.

At page 90, the PD adopts SDG&E’s proposed ancillary services adjustment to the
as-available capacity payment proposed by TURN. This adjustment is inconsistent with
the Commission’s adoption and application of TOU factors to SRAC capacity payments.
The ancillary service adjustment is based upon SDG&E’s testimony that it would realize
some revenue from providing non-spinning reserves to the CAISO from the CT displaced
by the QF. In other words, SDG&E assumes it can receive revenue from periods of time
when the CT is not running to serve load. However, the SRAC payment method adopted
by the Commission requires the QF to be “running” in order to be paid any capacity
payment; therefore the fundamental premise underlying the Commission’s adopted
method is the assumption that the “avoided CT” is always operating at full capacity and
unavailable to provide any Ancillary Services. In other words, the payment is structured
such that a QF is able to receive the full CT avoided cost if it provides power 8,760 hours
per year. The Commission should eliminate SDG&E's ancillary credit adjustment from the
as-available capacity payment calculation.

4. The Calculation of IOU Burner Tip Gas Prices Must Be Clarified
Consistent With Commission Precedent.

On page 65, the PD adopts a burner-tip gas price as the basis for calculating
energy payments, determines that Topock is now a robust border point to replace the
proxy pricing of Malin plus PG&E intrastate transportation. However there is a lack of

specificity regarding the calculation of total burner tip prices for SCE and SDG&E and the
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precise requirements for PG&E related to the border price determination as between Malin

and Topock. The PD should be modified as follows:

B SCE and SDG&E are to calculate a burner-tip gas price as the sum of: (1) the bid-week
Topock CA border natural gas price in accordance with D.96-12-028; and (2) the
intrastate natural gas transportation cost (including shrinkage, applicable federal, state
and local surcharges, fees and taxes that would be applicable to the point of delivery).

B The PG&E burner-tip natural gas price is calculated as the sum of: (1) the simple
average (i.e., 50%/50% weighting) of the bid-week Malin and Topock CA Border
natural gas prices in accordance with D.96-12-028; and (2) the intrastate natural gas
transportation cost (including shrinkage, applicable federal, state and local surcharges,
fees and taxes that would be applicable to the point of delivery).

C. Legal Issues and Reservation of Appellate Challenges and Positions

Pursuant to Rule 14.3, legal issues addressed in briefing will not be reargued here.
CAC/EPUC simply note that PURPA and California Public Utilities Code §390(b) remain in
full force and effect. PURPA requires must take power at avoided costs; avoided costs are
clearly defined as the incremental costs which the utility would incur “but for” the
purchases from QFs. 18 C.F.R. 292.101(6). There was no demonstration that the
“‘market” proposed to be the utilities’ avoided costs represents the utilities’ respective
incremental costs. Additionally, PU Code § 390(b) sets forth the clear calculation
requirements for SRAC energy payments. The proposed MIF does not strictly meet these
requirements. To the extent that the PD is inconsistent with these laws, CAC/EPUC
reserve all rights to appeal.

1. The PD’s Reliance on the Current Record, with its Absolute Ban

on QF Parties’ Access to Relevant Data without a Particularized
Showing of Harm, Is Unlawful.

At pages 131-134, the PD discusses confidentiality, concluding:

there is no due process error involved in reaching a decision on the IOU’s avoided
cost and other issues on the current record, which is complete for this purpose
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Federal law requires that QFs be paid based upon the utilities’ avoided cost and lists the
utility data required to calculate avoided costs. 18 C.F.R. 292.302. The avoided cost is
the last incremental purchase on the margin; this relevant information was not provided to
the QF parties. Lack of access to information rendered the QFs unable to determine the
actual utility avoided cost and present that position to the Commission. While the
Commission may consider certain information confidential and may use confidential
information in its proceedings, it is unlawful to conduct those proceedings with an absolute
ban on access to relevant, material information. See D.06-06-066, modified by D.07-05-
032, at 80 (COL 24)

D.06-06-066, as modified, holds that the burden is on the producing party, i.e. the
IOU, to explain why a protective order would be inadequate in cases where IOUs fail to
support their claim of confidentiality with a specific showing of harm. /d., at 83 (OP 9)
There was no showing of particularized harm that would result from disclosure of this
information. See, e.g., CAC/EPUC Response to SCE Supplemental Comments on AL
1832, dated August 15, 2005. This information should have been disclosed under a
protective order.
lll. CONCLUSION

For all of the foregoing reasons the Proposed Decision establishing the Prospective

QF Program should be modified consistent with the issues raised in these comments.

Respectfully submitted, May 25, 2007
Evelyn Kahl

Michael Alcantar
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APPENDIX

PROPOSED MODIFICATIONS (Additions, deletions)

Page 2

Specifically, we adopt:

*k%*

Page 2-3

Page 3

*k%*

The Market Index Formula (MIF), which is an updated short-run

avoided cost (SRAC) formula for pricing SRAC energy. The MIF is based
on the formulistic method adopted in Decision (D.) 01-03-067 Medified

FransitionFormula-but contains a market-based heat rate
component, instead of an administratively determined incremental
energy rate (IER);

Prospective QF Program Contract Provisions

o SRAC Energy Payments: Market Index Formula (MIF). Existing

QF contracts with energy pricing provisions specifically stating that
the Commission determined previding SRAC is the basis for
energy payment will also be priced pursuant to the MIF.

Payments for As-Available Capacity: Based on the full fixed
cost of a Combustion Turbine (CT) and the economic carrying
charge as proposed by The Utility Reform Network (TURN)less

the estimated value of Ancillary Services (A/S) as generally

Payments for Firm Capacity: Based on the market price

referent (MPR) capacity cost adopted in Resolution E-4049 of
$980/kW, annualized over a 20-year term at a Weighted-Average
Cost of Capital (WACC) rate of 8.5%,which results in an
annual amortized cost of $104/kW-year.

An Entry Procedure for New QFs. New QFs may seek either of the

aforementioned contracts as follows:

New QFs may seek a standard contract under the

Prospective QF Program just as existing QFs may.

¥ i anlOU-clai E m It
bscription_the OU-shall I for with |




fle-aformal-comphantwith-the-Commission— The

Commission will allow new QFs to obtain a staﬁard

contract under the Prospective QF Program where: (1) the
new QF will serve a portion of the baseload portfolio that
was historically served by CDWR contracts as those
contracts expire or are terminated, and (2) the new QF will
serve load equivalent to or less than the percentage of
load served by existing QFs multiplied by new load

growth.

e New, as available QFs may also receive a standard
contract under the Prospective QF Program. Projects that
are 219,000 GWh (25 MW X 8760) or less in size and that
consume at least 25% of their power internally and sell all
of their additional output to the utility are eligible for a
contract. The 25% requirement includes any increments
of new capacity added to the project.

e Where the new QF sells all of its output to the
interconnected utility it's interconnection shall be governed
by state Rule 21.

Page 4

Two recent developments limit the effect of this order on-energy-prices-and
capacity-prices-over-the-nextfive-years because (1) a large number of QFs have

entered into contractually based energy pricing agreements, and (2) many existing QFs

are on contractually based capacity pricing.

Page 6

Accordingly for PG&E, SCE, and SDG&E, we define and adopt the Market Index
Formula or “MIF” to calculate SRAC energy payments to QFs. The MIF equation employs
the formulistic approach is-similarto-the-MeodifiedTransition-Formula-we adopted for SCE

in D.01-03-067, with the exception that the market-based heat rate component, formerly

the Incremental Energy Rate (IER), will be calculated from a 12-month rolling average of
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historical North of Path 15 (NP15) or South of Path 15 (SP15) Day-Ahead (DA) market
price data with a “collar” around the possible IER values to provide a cap and a floor
consistent with actual operational generation resource heat rate to mitigate excessive
pricing uncertainty volatility.

Page 7

However, we are persuaded that there are currently few options to utility purchases,
particularly for Small QFs, whose size prevents them from participation in the CAISO
markets. These QF should continue to have available standard offers, albeit at

market-based prices.

Page 7-8

For these reasons, we adopt two flexible market-based contract options in addition

to the competitive solicitation and bilateral contracting options already available to QFs.

resources acquired under the prospective QF program per se benefit ratepayers.

First, QFs who choose only to provide non-firm, as-available power will have
access to a one- to five-year as-available contract with energy prices based on the MIF
formula and posted as-available capacity payments based on the full cost of a
combustion turbine-less-the-estimated-value-of-Ancillary-Services.

Second, we will make available a one-to-ten-year contract for firm unit-contingent
power, with energy prices based on the MIF formula, and capacity payments based on
the market price referent (MPR) capacity cost adopted in Resolution E-4049 of $980/kW,
annualized over a 20-year term at a Weighted Average Cost of Capital (WACC) rate of
8.5%, which results in an annual amortized cost of $104/kW-year. This longer-term
contract option is intended to provide sufficient contract and pricing certainty to allow

QFs to make decisions on capital expenditures for facilities and upgrades.
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Page 9

We also continue to require the utilities to make available CAISO scheduling

services to all QF s. QFs-whose-size-prevents-them-from-participation-inthe CAISO

Page 53

PG&E further asserts that eExisting resources in PG&E’s portfolio (i.e., utility

retained generation, CDWR, and those contractual obligations which allow economic
dispatch) are regularly compared to the market price, with power being either bought or
sold at that price. Regardless of the resource stack, according to PG&E, the utility’s

avoided cost for a given hour becomes the market price. The market price that PG&E

contends that it uses to determine what resources are dispatched in northern

California is the NP15 price. If the dispatch decision is made day-ahead, then the price is
the day-ahead NP15 price. If the dispatch decision is made hour-ahead, then the

price is the hour-ahead NP 15 price. PG&E’s states that its traders are active in the

market and are keenly aware of current prices at which sellers are offering, buyers are
bidding and the price at which the most recent transaction was executed. Price
discovery is available through voice brokers, electronic trading platforms, such as the

ICE, and direct contact with trading counterparties. (/d., p. 3-10.)

Page 59-60

We agree that SRAC energy prices should reflect power prices as reported at the
NP15 trading point for PG&E, and the SP15 trading point for SCE and SDG&E. Although
the Day-Ahead market prices may not include all of the types of contracts that exist in the
electricity industry today, these are the energy costs that weuld-etherwise-be-incurred-by
the utilities incur in the short run-te-replace-QFpower. QF parties contend that the
NP15/SP15 prices are below utility avoided cost, yet the power products at NP15/SP15

are for firmer power products than the as-available energy provided by QFs.
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Page 63

Given the uncertainty in formulating such estimates, all three utilities will now be on
the MIF as described herein. With regard to our consistency goal in this avoided cost
rulemaking, there is no compelling reason to not adopt the same variable O&M adder
for all three utilities. As SDG&E notes in its direct testimony, the Commission has
adopted variable O&M figures for other purposes:

SDG&E proposes the variable O&M component be based on the
variable O&M of a Combined Cycle Gas Turbine (CCGT). This level
of variable O&M is consistent with the type of power that would
replace QF power, baseloaded power supplies as provided by a
CCGT. In the decision in phase 1 of this proceeding, D.05-04-024, the
Commission recommended using the data developed in R.04-04-026
for the costs of operating a CCGT. For consistency, SDG&E
proposes to use the 2004 value for the variable cost of a CCGT
adopted in Phase 1. (Exhibit 85.)

We concur with the this-approach of relying on the Market Price Referent CCGT

variable O&M component and adopt it for use in the SRAC energy formulae for the

three utilities.

Page 68

As noted above, the Legislature did not adopt a specific formula, nor did it adopt
specific TOUs factors. Therefore, it is appropriate to update the TOU or TOD factors
periodically. The evidence in this proceeding clearly demonstrates that the TOU/TOD data
is outdated. Unfortunately, the parties recommending specific changes to the

TOU/TOD factors and periods did not provide a sufficient showing to support their
recommendations. Nevertheless,-we-believe-that updating-the {OUs TOUFOD-factors
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periods-utilized-aspartof-theirmostrecent RFOs-Therefore, we will We-also-require
the 10Us to provide updated TOU/TOD factors and periods when they file their next long-

term procurement plans for approval.

Page 85-86

Today, we adopt two contract options for expiring or expired QF contracts
and new QFs — Our Prospective QF Program. The first option is a one- to five-year as-
available power contract. The second is a one- to ten-year firm, unit-contingent power
contract. Payments for as-available capacity will be based on the fixed cost of a
Combustion Turbine (CT) as proposed by The Utility Reform Network (TURN)-less-the

estimated-value-of-An

&Electric Company(SBG&E). Payments for firm, unit-contingent capacity will be

based on the market price referent MPR) capacity cost adopted in Resolution E-4049

3 S€ e Aro)as-gehera Droposed

of $980/kW, annualized over a 20-year term at a Weighted-Average Cost of Capital
(WACC) rate of 8.5%,which results in an annual amortized cost of $104/kW-year.

Page 88

Once a full CT capacity value is determined, adjustments to that value may
should-be considered. For example, we-agree-that-the value of additional (ancillary
services) revenue streams associated with the physical ownership of an actual CT may
should-be accounted for in our estimate of capacity value. In its rebuttal testimony,
CCC recommended the use of the full cost of a CT as the avoided value of as-
delivered capacity, but also acknowledged that an adjustment to as-delivered
capacity prices would be warranted given certain substantial evidence. (Exhibit 103, pp.
59-60.) CCC explored TURN’s evaluation of the potential for such an adjustment based
on an assessment of energy profits where an adjustment hinged on an accurate estimate

of the number of hours of annual CT operation.
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Page 89 - 90

We agree with TURN, SCE, and SDG&E that the avoided CT annual cost
should be based on an economic carrying charge rate, escalated for inflation over the
life of the contract. Using a levelized nominal dollar value to compute the CT annual
cost would everstate-the-avoided-capacity-cost-as-well-as-present additional cost and
risk for utilities and ratepayers. A primary concern is that the use of a levelized
nominal value would require higher capacity payments in early years, exposing the
utilities and their ratepayers to the risk of nonperformance if the QF went off-line or
simply failed to perform. While termination penalties or the posting of security could
mitigate some of the concern, calculating a CT cost based on an economic carrying
charge rate and escalating for inflation would eliminate this concern. In addition, as
pointed out by SCE and TURN, it would be inappropriate to use a 20-year levelized
value for a contract of less than 20 years in length. Using an economic carrying
charge rate, escalated for inflation over the life of the contract, allows us to provide more

flexibility in contract terms, from one year up to five years with the same CT cost

estimate. As-available-capacity-prices-sheuld-be-expressed-inreal-dellars-

Page 90

For the as-available contract option, we adopt the CT cost and realeconomic
carrying charge rate calculations proposed by TURN as presented in Exhibit 149,

Appendix B;with-an-ancillary services-adjustment subtracted from-the adopted-

Based on the assumptions presented in Exhibit 149, Appendix B, TURN calculates a

total marginal CT cost of $64.13/kW-year in 2006. Using-the-adopted-TURN-valuefor
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Page 93

Figure 2
Simple Interest Annual Payment for Capacity
Given the Baseload MPR Capacity Price

E-4049, Appendix E

° -
$/kw Rate % |years | $/kW-year 2006 MPR Non-Gas Inputs

0,
$980.00 |7.13% | 20 $93 | cost of Long-Term Debt is 7.13%

WACC: Weighted-Average Cost of

$980.00 8.5% 20 $104 Capital = (Cost of Equity x Equity %)
+ (Cost of Debt x (1-tax rate) x Debt

%)

$980.00 [12.78%| 20 $138 The Cost of Equity is 12.78% in the
latest MPR Resolution E-4049

Page 95

The QF Parties recommend that the Commission should provide the following
options to QFs with expiring contracts and new QFs: (1) A QF could choose to be paid
SRAC and as-available capacity payments (similar to the existing SO1 contracts); (2)
If the QF is willing to enter into a PPA of at least 10 years but no more than 20
years, the QF should receive a PPA based on the all-in cost of a new combined cycle
power plant, using updated assumptions and the Commission’s MPR pricing model; and
(3) negotiated agreements. CAG/ERPUC-and-CCC also recommend that the Commission
adopt, as a goal, a cogeneration portfolio standard. The cogeneration portfolio
standard would require the utilities to continue to make available long-term standard
offer contracts until they achieve a 25% increase in the amount of cogeneration in

California over and above January 1, 2005 levels by the end of 2010.

Page 112

We agree with TURN in part, that what the |IOUs “avoid” by purchasing QF
energy is the price that they would otherwise pay in-the-wholesale-marketfor replacement
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energy. Fhus—fFor purpose of determining short-run energy_payment to QF in this

proceeding, we find that the SRAC price should reflect the Day-Ahead market prices.

For longer-term contracts, the IOUs generally avoid procurement of baseload capacity.
We find that, aside from the QF contract options presented in this order, the price

should be the result of a competitive process.

Page 116 - 117

First, for existing QFs, the utilities shall offer new one- to five-year, as-
available standard offer contracts to QFs. The contracts shall be updated to require

compliance with CAISO tariffs, including the Resource Adequacy (RA) tariff, to the extent

those tariffs are applicable to the QF. However, QFs with expiring contracts seeking

to sign new, one- to five-year as-available contract shall not be required to provide new

credit support provisions nor new interconnection studies.

Page 117

QFs under the one- to five-year as-available contracts shall receive SRAC energy
payments as discussed herein along with the as-available capacity payment described

herein. Future standard New-contracts will be subject to any changes in capacity

payments resulting from future modifications to the RA counting rules, however, no existing

contracts will ret-be affected. The utilities QFstargerthan-onemegawattin
dependable-capaeity-will be responsible for scheduling coordination with the CAISO,

however, QFs have the option of acting as their own scheduling coordinators. To the

extent the utility is not acting as the scheduling coordinator, it must offer scheduling

coordinator services to the QF the-utilities-mustprovide-thatservice-for a reasonable

cost. We adopt PG&E'’s recommendation to use the EEI Master Contract as a starting point

for new standard QF contracts, as described herein.

Second, the utilities will offer a one- to ten-year contract term to those QFs with
expiring contracts that are willing to provide unit firm capacity and that desire a longer-
term contract. As with the as-available contracts, QFs under the one- to ten-year fixed
capacity contracts will receive the revised SRAC energy payments as discussed herein.

Long-term firm capacity payments will be based on the MPR capacity cost of $980/kW
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adopted in Resolution E-4049 which results in an annual cost of $104/kW-year. The

higher capacity payments associated with the firm capacity contracts will appropriately
compensate the QFs for the increased hedge value of assuring firm capacity for a longer
term. These contracts will only be available to those QFs willing to offer unit-firm capacity.

Locational benefits, if provided by these QFs, will also be compensated. The all-in

payments, excluding the QF-specific locational benefits, associated with the two

prospective QF Program options are shown in Table 4a, attached to this order, at an

illustrative gas price. QFs may also elect an LRAC firm pricing option consistent with

CAC/EPUC’s recommendation summarized in Table 7 for the term of the contract.

Page 117

We adopt PG&E’s recommendation to use the EEI Master Contract as a starting

point for new QF contracts, as described herein. Non-price terms and conditions under

our Prospective QF Program must be non-discriminatory: i.e., at least equal to utility-

owned procured resource provisions. Accordingly, standard offer contracts under the

Prospective QF Program shall specifically provide for the pass through of future

“requlatory legal risk conditions” (e.q., Greenhouse Gas costs, regulatory compliance

required capital additions, Electric Reliability Organization costs.

Page 117-118

The new standard contracts will also have updated performance requirements to
reflect the firm capacity, but QFs with expiring contracts seeking to sign new unit-firm
contracts shall not have to provide additional credit support, nor should they be
required to perform additional interconnection studies. The utilities will continue to

be QFsargerthan-one-megawatt-are-responsible for scheduling coordination,

although the QF has the option to act as its own scheduling coordinator. To the

extent the utility does not act as a scheduling coordinator, it utilities-must offer

scheduling service to QFs at a reasonable cost. QFs who are not able to offer unit firm
capacity will be able to either continue on a one- to five-year as-available contract from
year to year or may participate in utility resource solicitations and bilateral

negotiations.
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Page 118

... we expect that as old QF contracts expire, new or renewed QF contracts will

replace them. All QF resources acquired under the prospective QF program

constitute per se ratepayer benefits. Also, increases in QF contractual capacity that

are consistent with increases permitted by Public Utilities Code § 371 will be

accommodated by the standard contracts in the prospective QF program.

Page 118-119

A ianew QF may have seeks-access to ene-ofthe standard contract options

described above just as an existing QF has.and-thelOUcontends-itwould-be

Commission—The Commission will allow new QFs to obtain a standard contract under

the Prospective QF Program where: (1) the new QF will serve a portion of the baseload

portfolio that was historically served by CDWR contracts as those contracts expire or

are terminated, and (2) the new QF will serve load equivalent to or less than the

percentage of load served by existing QFs multiplied by new load growth. New, as

available QFs may also receive a contract under the Prospective QF Program. Projects

that export 164,250 MWh (25 MW X 8760 X 0.75) or less and consume at least 25% of

their power internally and sell all of their additional output to the utility are eligible for a
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contract. The 25% requirement includes any increments of new capacity added to the

project. Where the new QF sells all of its output to the interconnected utility it's

interconnection shall be governed by state Rule 21. Utilities and QFs will also have

the opportunity to address the need for new contracts as part of the utilities’ long-term

procurement plan filings in R.06-02-013 or its successor.

Page 121

Furthermore, requiring the utilities to make available one to ten-year unit firm
capacity contracts, as well as optional one- to five-year as-available contracts is
consistent with and supports one of the key actions in the EAP |l. Ourprospective-QF

Page 130

We find that QFs should generally be required to comply with applicable
CAISO tariff requirements, however, as recommended by the CAISO and SDG&E, we
do not expect existing QFs to be required to complete new interconnection studies. As
observed by several parties, neither the CAISO nor the utilities have described what type
of disruption would be caused by retaining QFs’ existing arrangements, and in fact, CCC
points out that the Kern River Cogeneration Company (KRCC) contract would extend
KRCC'’s existing interconnection agreements for the term of that contract, five years.
The current “CAISO exempt” and “must-take” status of the QF contracts stems from the

fact that the CAISO did not exist when the contracts were signed. New contracts must
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explicitly take the existence of the CAISO and its tariff requirements into account. We
reject adeptPG&E’s recommendation that QFs one MW or greater should be required to
comply with the CAISO tariffs. We also reject adeptPG&E’s recommendation that QFs

serve as their own scheduling coordinators. The CAISO must accept QF power as a

“must-take” resource and QFs greater than one MW should only be required to comply

with CAISO Tariff provisions to the extent the provisions are directly applicable to QF

operations. Moreover, tFhe utility should continue to serve as the scheduling coordinator

for QFs, however, the QF should have has-the option of serving as its own scheduling

coordinator. The QF has the ;-with-the-option of purchasing these services from the utility

at cost.

Page 134

The Assigned Commissioner may convene a workshop to begin no later than 14

days from the final decision’s mailing date to address implementation issues left

unresolved by the final decision. Interested parties shall file proposed standard offer

contract forms no later than June 7, 2007, with reply comments on the proposals no

later than June 21, 2007. If there are unresolved issues pertaining to the standard

offers provide that those issues may be addressed at the post-final decision workshop

on implementation issues. Alternatively, if the issues have been sufficiently addressed

in written comments the Assigned Commissioner should issue a ruling on the provisions

of the standard offer contract no later than 21 days after the conclusion of the Assigned

Commissioner’s workshop following the final decision. An Assigned Commissioner’s

Ruling on any outstanding implementation or standard offer contract issues will be

issued no later than 21 days after the conclusion of the Assigned Commissioner’s

workshop following the final decision. FherespendentlOUs willhave-45-daysfrom-the

contracts. The pricing determinations in this decision will not become effective until final

standard offer contracts are available to QFs as discussed in this decision.
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PROPOSED MODIFICATIONS TO FOF AND COL

Findings of Fact

9. 8. The Transition Formula was intended as a temporary measure, to be used to

calculate SRAC energy payments until energy payments could be based on PX market-

clearing prices pursuant to § 390(c).

40. 9. The PXis no longer operational.

4. 10. SRAC energy payments under the Transition Formula have exceeded market

prices, and potentially avoided costs, on occasion.

43. 11. Each of the utilities has demonstrated that market prices play a key role in

achieving least cost dispatch.

44. 12. SRAC energy prices should reflect power prices consistent with the utilities’

avoided costs. as reported the NP 15 trading point for PG&E and the SP 15 for SCE
and SDGE.

45. 13. PG&E’s energy pricing proposal links the SRAC energy prices to day-ahead
trading points, but would require formal Commission updates immediately and on an

ongoing basis.
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46- 14. SDG&E'’s energy pricing proposal is censistent-with-§-390-(b)}-and-linked to

market prices.

4+ 15. SCE’s energy pricing proposal is preferable to SDG&E’s because it uses a
twelve-month rolling average of historical market prices as opposed to a two-year
average, resulting in SRAC energy prices that reflect more current market prices. SCE’s
method of calculating SRAC is reasonable. SCE uses a twelve-month rolling index of
historical Day-Ahead market prices in lieu of pre-1996 Incremental Energy Rate (IER)

values. This method yields a SRAC that more closely reflects the short-run resources the

utility currently weuld-purchases-in-the-absence-of QF-generation.

48. 16. A Market Index Formula based on day-ahead market prices best reflects the
utilities’ short-run energy purchasesaveided-cost.

49. 17. There is no compelling reason not to adopt the same variable O&M adder for

all three utilities.

20- 18. With regard to avoided cost, whether the utility bought the gas to run its own
plant, or bought the power from a merchant plant fueled by natural gas, burner-tip gas

would be required.

2%. 19. The Legislature did not adopt a specific formula or specific factors for use in

implementing § 390(b).

22. 20. ltis reasonable to update the TOU factors used to calculate SRAC to-be

consistent with TOU factors adopted in future ether-Commission proceedings.

23. 21. The MIF is based in part on day-ahead market prices, but is not a direct market

price proxy as envisioned in D.01-01-007.

24. 22. Pursuant to D.04-10-035, QF as-available capacity currently “counts” for
purposes of meeting RA requirements.
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25. 23. The firmness of bilateral power may vary by trade, whereas the power products
traded on ICE are clearly defined. Power contracts traded on ICE are liquidated

damages (LD) contracts that are not unit contingent.

26. 24. Power indices are also published for the long-term forward market where power is
sold by the month, quarter, and year. These forward prices, along with day-ahead power,
represent firm power products priced on an all-in basis, with no separate capacity

payment. Delivery is certain and subject to recourse.

27. 25. NP15/SP15 day-ahead contracts are significanthyfirmer than QF as-
available power contracts which have no penalties for non-delivery, no forecasting
requirements, no performance requirements, and a unilateral right to terminate on 30-days

notice.

28. 26. As-available power priced using NP15/SP15 implied market heat rates will
provide a clear, market-based default contract for QFs that do not opt to provide power
under one of the unit-firm contract options, negotiated bilaterals, or as-bid in an IOU

power solicitation.

29. 27. Using a levelized nominal dollar value to compute the CT cost would everstate

the-avoided-capacity-cost-as-well-as-present additional cost and risk for utilities and

ratepayers.

30. 28. Using an economic carrying charge rate, escalated for inflation over the life of the
contract, allows us to provide more flexibility in contract terms, from one year up to ten

years with the same CT cost estimate.

34. 29. For purposes of calculating payments for as-available capacity, it is reasonable

to adopt the full CT cost and real-economic carrying charge rate calculations proposed

by TURN as presented in Exhibit 149, Appendix B;-with-an-ancillary-services-adjustment

Q

32. 30. Itis not reasonable to reduce CT annual capacity cost by the estimated
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ancillary services value proposed by SDG&E-by-twe-thirds-to-reflect thefactthat

o N ala V7a Q_\ a NO N aV Qr, a aYaYa¥Va a N

33 31. A simplified version of the Edison Electric Institute Master Agreement will be the
basis for our prospective QF Program contract options. The simplified version should

contain, at a minimum, the contract features presented in Table 1 of this decision.

34. A new QF may have access to the standard contract options provided by the

Prospective QF Program just as an existing QF has. The Commission will allow new

QFs to obtain a contract under the Prospective QF Program where: (1) the new QF will

serve a portion of the baseload portfolio that was historically served by CDWR contracts

as those contracts expire or are terminated, and (2) the new QF will serve load

equivalent to or less than the percentage of load served by existing QFs multiplied by

new load growth. New, as available QFs may also receive a contract under the
Prospective QF Program. Projects that export 164,250 MWh (25 MW X 8760 X 0.75) or
less and consume at least 25% of their power internally and sell all of their additional

output to the utility are eligible for a contract. The 25% requirement includes any

increments of new capacity added to the project. Where the new QF sells all of its

output to the interconnected utility it's interconnection shall be governed by state Rule
21.

35. 33. Long-term QF policy choices will continue to affect ratepayers for 10 to 20

years.
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36. 34. Itis reasonable to extend our prospective QF Program contract options to QF s
that are, or were, on contract extensions approved in D.02-08-071, D.03-12-
062, D.04-01-050, and D.05-12-009.

35. QF resources acquired under the prospective QF program per se constitute

ratepayer benefit.

36. Pricing terms must be predictable and secure for the entire term of any contract.

37. ltis reasonable that our Prospective QF Program should accommodate increases

in contractual capacity to the extent that such increases are consistent with Section
371 of the Public Utilities Code.

38. It is reasonable for the Commission to take into account the local benefits provided
by QFs in the LRAC determination.

Conclusions of Law
1. Pursuant to Pub. Util. Code § 390(b), SRAC energy payments shall be based

on a Transition Formula until the requirements of § 390(c) are met.

2. As set forth in PURPA, avoided costs are the cost of energy, which, in the absence
of QF generation, the utility would otherwise generate itself or purchase from another

source.

—5._3. The Commission should assure adjustthe-factors-inthe Fransition-Formula-such
that the SRAC energy prices resulting-from-the-formula-continue-to-accurately reflect the
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utilities’ avoided costs.

6- 4. Separate capacity payments should generally only be made for unit-
contingent power products that are either dispatchable, or that are significantly firmer
than the non-unit contingent, Liquidated Damages (LD) contracts (i) bought and
sold at NP15/SP15, and/or (ii) scheduled for phase-out for Resource Adequacy (RA)
purposes, per D.06-10-035.

+ 5. The Unit-Firm one-to-ten year QF contracts should count toward RA
requirements because these contracts are unit-contingent contracts with

performance obligations and recourse for non-delivery.

8. 6. Payments to QFs under PURPA must reflect the avoided cost of the utility

purchasing the energy and capacity.

40- 7. 10Us should modify their monthly SRAC energy prices using the MIF

adopted in this order. No pricing determinations under this decision shall go into

effect until the Commission has approved the Prospective QF Program’s standard

offer contracts and those contracts are available to QFs.

4. 8. I0Us should post the monthly SRAC energy prices and annual capacity prices
on their websites and file the prices with the Commission’s Energy Division and DRA.

42-9. PURPA does not require that the Commission make available long-term standard

offer contracts.
43-10. A solicitation process wherein the IOUs would issue requests for offers from

QF generators to meet specific, identified resource needs, is-may be insufficient to meet

the must purchase obligations in PURPA.
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11. A new QF may have access to the standard contract options provided by the

Prospective QF Program just as an existing QF has. The Commission will allow new

QFs to obtain a contract under the Prospective QF Program where: (1) the new QF will

serve a portion of the baseload portfolio that was historically served by CDWR contracts

as those contracts expire or are terminated, and (2) the new QF will serve load

equivalent to or less than the percentage of load served by existing QFs multiplied by

new load growth. New, as available QFs may also receive a contract under the
Prospective QF Program. Projects that export 164,250 MWh (25 MW X 8760 X 0.75) or

less and consume at least 25% of their power internally and sell all of their additional

output to the utility are eligible for a contract. The 25% requirement includes any

increments of new capacity added to the project. Where the new QF sells all of its

output to the interconnected utility it's interconnection shall be governed by state Rule
21.

12. Non-price terms and conditions under our Prospective QF Program must be

non-discriminatory: i.e., at least equal to utility-owned procured resource provisions.

Accordingly, standard offer contracts under the Prospective QF Program shall

specifically provide for the pass through of future “requlatory legal risk conditions” (e.q.,

Greenhouse Gas costs, requlatory compliance required capital additions, Electric

Reliability Organization costs.

13. The CAISO must accept QF power as a must-take resource; QFs greater than

one MW should only be required to comply with CAISO Tariff provisions to the extent

the provisions are directly applicable to QF operations.

14. The utility should continue to serve as the scheduling coordinator for QFs,
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however, the QF should have the option of serving as its own scheduling coordinator. In

such a case, the QF has the option of purchasing these services from the utility at cost.

15. The prospective QF Program contract options should be extended to QFs that
are, or were, on contract extensions set forth in D.02-08-071, D.03-12-062, D.04-01-
050, and D.05-12-009.

16. The prospective QF program should include an LRAC firm pricing option that

reflects CAC/EPUC’s recommended values for capacity and a fixed heat rate of 7,500
Btu/kWh and an established O&M adder for the term of the contract.

ORDER

IT IS ORDERED that:

1. Pacific Gas and Electric Company (PG&E), San Diego Gas & Electric Company
(SDG&E), and Southern California Edison Company (SCE) shall revise their short-run
avoided cost (SRAC) calculations in conformance with the discussion, findings, and
conclusions set forth in this decision as summarized in Table 1. The pricing

determinations in this decision will not become effective until final standard offer

contracts are available to QFs as discussed in this decision.

2. If implementation issues remain unresolved in the final decision the Assigned

Commissioner shall convene a workshop to begin no later than 14 days from the final

decision. The implementation workshop is to be strictly monitored process with the

Assigned Commissioner presiding over issues identified and left unresolved by the final

decision.

3. Parties shall file proposed standard offer contract forms no later than June 7,

2007. Reply comments on the proposals may be filed no later than June 21, 2007. If
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there are unresolved issues pertaining to the standard offers those issues may be

addressed at the post-final decision workshop on implementation issues.

4. The Assigned Commissioner’s Ruling on any outstanding implementation or

standard offer contract issues shall be issued no later than 21 days after the conclusion

of the Assigned Commissioner’s workshop following the final decision.

5. 3- Rulemaking (R.) 04-04-003 and R.04-04-25 are closed. Filings from the Mohave
application, A.02-05-046 ordered by D.04-12-016 to be filed in these proceedings are no
longer to be filed. Instead, D.04-12-016 compliance reports are to be submitted to the
ALJ and Energy Division and served on the service list for A.02-05-046. The service list
for A.02-05-046 will now be a special service list in R.06-02-013. Filings from the 2006
Update phase of R.04-04-025 ordered in D.06-06-063 should be filed in R.06-04-010.
The monthly SRAC postings ordered in this decision shall be submitted to the Energy

Division and posted on each Investor Owned Utilities’ web site.
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CERTIFICATE OF SERVICE

|, Karen Terranova hereby certify that | have on this date caused the
attached Opening Comments of the Cogeneration Association of California and
the Energy Producers & Users Coalition on the Proposed Decision of
Administrative Law Judge Halligan in R.04-04-003/R04-04-025 to be served to all
known parties by either United States mail or electronic mail, to each party named in the
official attached service list obtained from the Commission’s website, attached hereto,

and pursuant to the Commission's Rules of Practice and Procedure.

Dated May 25, 2007 at San Francisco, California.

A Toian

Karen Terranova
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